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REPLY ARGUMENT IN SUPPORT OF 2011 PA 38

I There is no perpetual tax exemption for public pension distributions.

A. Article 9, § 24 does not incorporate MCL 206.30, the Income Tax
Code’s tax exemption for public pension distributions.

The Attorney General (AG) brief in opposition argues that § 24’s scope—the
“accrued financial benefits” of a “pension plan and retirement system”—somehow
includes the Michigan Tax Code’s historical exemption of pension distributions in
MCL 206.30. (AG Br in Opp at 16-27; accord American Association of Retired
Persons (AARP) Amici Br at 45.) Not so. “[T]here is a definite legal distinction
between reducing the rate of a pepsion and levying a tax upon the income received
from that pension.” Herrick v Lindley, 391 NE2d 729, 733 (Ohio, 1979).

Under Michigan law, “monetary payments for past services” are a retiree’s
accrued financial benefit that cannot be diminished or impaired. Studier v Mich
Pub Sch Employees’ Ret Bd, 472 Mich 642, 658; 698 NW2d 350 (2005). In contrast,
an “income tax is an assessment upon the income of the person and not upon any
particular property from which that income is derived.” Shivel v Vidro, 295 Mich
10, 19; 294 NW 78 (1940) (quotation omitted). Here, the “accrued financial benefit”
is the property from which the taxable income is derived. That legal distinction
explains why, when a Michigan public employee retires and moves out of state, any
Michigan personal-income-tax obligation ceases, but the government obligation to

pay 100% of the pension benefit remains.! (AG Brin Support at 20-21.)

1 That is also why the National Union of Public and General Employees does not list
“tax effects” in its 11-page checklist describing the key elements of a “pension plan.”
http://bit.ly/nmlesU (listing 21 elements, such as eligibility and a payment formula).
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Article 9, § 24’s plain language draws this same distinction. Under § 24, the
only “contractual obligation” that cannot be diminished or impaired is the “accrued
financial benefit[]” of each “pension plan and retirement system.” “[A]ccrued
financial benefits” are “monetary payment for past services.” Studier, 472 Mich at
658. But a tax exemption is not a “monetary payment.” It reduces a Michigan
resident’s base income subject to taxation. If “accrued financial benefits” included a
tax exemption, then § 24’s second sentence would require a public employer to fund
that exemption benefit (the lost tax revenue) annually, a requirement no one has
ever demanded, that would be impossible to implement, and that could be created
only with an absurd construction of article 9, § 24. (AG Br in Support at 25-26.)

Former Attorney General Frank Kelley reached this very conclusion in OAG
6697, reasoning that § 24 had nothing to do with the Income Tax Act:

[1]t is clear that [MCL 206.30] cannot be a contractual obligation

protected by Const 1963, art 9, Sec. 24. . .. The Income Tax Act of

1967 establishes and is intended to regulate solely a system for income

taxation. The amendment of such act to provide for a general

exemption for all public pension plan benefits post-dated and was in no

way directly connected with the statutory establishment of the various
public retirement plans. [OAG, 1991-1992, No 6697, p 3.]

It is legally incorrect to read article 9, § 24 as “constitutionalizing” MCL 206.30.

B. Nor does Article 9, § 24 incorporate the tax-exemption
provisions of the various public-employee retirement acts.

The AG brief in opposition and the AARP amici brief also argue that § 24
incorporates the tax exemption provisions of any act establishing a pension plan. In
support, both briefs rely on the Constitutional Convention comments of delegate

Van Dusen that an employee “has the right to receive those benefits under the
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terms of the statute or ordinance prescribing the plan.” (AG Br in Opp at 30; AARP
Amici Br at 18 n 12.) But both briefs omit Van Dusen’s clarifying statement, made
only two pages later in the Convention record, that the phrase “accrued financial
benefits” in § 24 was intended: (1) to limit public-employee contract rights to a
retirement act’s deferred-compensation element, apparently including pension
systems such as those at issue here, and (2) to exclude a public employee’s attempt
to make any other claim regarding an act’s benefit structure:

[T]he words ‘accrued financial benefits’ were used designedly, so that

the contractual right of the employee would be limited to the deferred

compensation embodied in any pension plan, and that we hope to avoid

thereby a proliferation of litigation by individual participants in retire-

ment systems talking about the general benefits structure, or some-

thing other than his specific right fo receive benefits. [Const
Convention 1961, Official Record, Vol I, p 773-774 (emphasis added).]

Thus, even if one ignores the legal distinction between a contract obligation
on the one hand and the state income tax on the other, there is no evidence that
§ 24’s drafters and ratifiers intended the provision to protect anything other than
the deferred pension payment itself. And absent a clear statement that public
employees have a constitutional right to a perpetual income-tax exemption for

pension distributions, article 9, § 2 prohibits the courts from implying such a right.

C. The various public-employee retirement acts do not actually
exempt public pension distributions from state income tax.

It is also wrong for the AG brief in opposition and the AARP to assume that
the tax-exemption provisions of the various retirement acts created a perpetual
income-tax exemption. There was no state income tax until 1967, so the four pre-

1967 retirement-act exemptions could not have been directed at shielding pension
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distributions from personal income tax. (AG Br in Support at 23.) Had that been
the intent, the statutory language would have exempted from taxation “distribu-
tions,” or monies “paid” or “received.”

The pre-1967 exemptions were actually responsive to an act that taxed
intangible personal property, including all manner of cash and investment assets,
and which exempted pensions receivable from the United States, but not from

Michigan. (1939 PA 301, §§ 1(b), (d), 2, 3(b)(8), attached as Ex A.) Accordingly, the

four pre-1967 retirement acts exempt only benefits “accrued or accruing” or
“payable.” State Employees’ Retirement Act of 1943, MCL 38.40(1) (exempting
pension rights “accrued or accruing”); Public School Employees Retirement System
Act of 1945, MCL 38.1346(1) (same); Michigan Legislative Retirement System Act of
1957, MCL 38.1057(1) (exempting benefits “payable” under the act); City Library
Employees’ Retirement System Act of 1927, MCL 38.705 (same).

The intent of this language is best understood in contrast to the Judges
Retirement Act, MCL 38.2670(1), which post-dates the 1967 state income tax and
comes closest to creating a perpetual income tax exemption. In that Act, the
Legislature said that “distributions” from a public pension plan are tax exempt. No
such language appears in the other retirement acts’ exemption provisions. Thus,
Public Act 38's companion acts did not have to repeal those exemptions, but merely
reaffirm—using the same terminology as the Judges Retirement Act—that
distributions are subject to tax. B.g., MCL 38.40(2) (right of a person to a pension

“is subject to state tax upon distribution”) (emphasis added); MCL 38.1346(2)



(same); MCL 38.1057(2) (“subject to taxation by this state upon distribution”)
(emphasis added); MCL 88.2670(2) (“distributions . . . are subject to state tax”)
(emphasis added).2

Finally, if the tax-exemption language used in the four pre-1963 public
retirement acts truly extended to pension distributions, adoption of the Income Tax
Act’s general exemption, MCL 206.30(1)(f), would have been unnecessary; it should
have applied only to public employees not already covered by the tax exemptions of
the four retirement acts. For all these reasons, there is no basis to interpret the
plain language of the provisions of the pension-system statutes, the Income Tax Act,
or the Michigan Constitution as a permanent bar against personal income taxes;

instead, all these authorities support the opposite conclusion.

1. 2011 PA 38 does not violate the Contracts Clause.

Public Act 38’s validity under either Contracts Clause is entirely derivative of
the § 24 issue, i.e., whether public employees have a contractual right to a perpetual
tax exemption for pension distributions. Because there is no such right, Public Act
38 cannot violate the Contract Clause. (AG Br in Support at 27-32.)

This point is amplified by the AG opposition brief's reliance on Hughes v
State of Oregon, 838 P2d 1018 (Or, 1992). (AG Br in Opp at 31, 39-40.) Hughes
held that Oregon’s decision to eliminate a public-pension exemption violated the

Contracts Clause. (AG Br in Opp at 39.) But that is because Oregon’s constitution

2 Because annuities have different tax consequences than ordinary income, MCL
38.705 reads differently. MCL 38.705(2) (“annuities . . . are subject to state taxes”).
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contained no provision like Michigan’s article 9, § 2, which would have prohibited
Oregon from contracting away its taxation power. Many more state supreme
courts, interpreting state constitutions with provisions like article 9, § 2, have
rejected Contracts Clause challenges to statutes eliminating public-pension
exemptions. (AG Br in Support at 30-31 n13; AG Br in Opp at 39 (citing Colorado,
Georgia, Maine, New Mexico, Ohio, and Rhode Island decisions upholding

legislative acts abolishing statutory pension-distribution exemptions).)

III. Article 9, § 7’s proscription against an income tax “graduated as to
rate or base,” does not prohibit a flat income tax with reasonable
exemptions.

The AG opposition brief asserts that Michigan courts have not defined the
terms “graduated tax rate” or “graduated tax base” in article 9, §7. (AG Brin Opp
at 42.) That is incorrect. See Kuhn v Dept of Treasury, 384 Mich 378, 388-389; 183
NW2d 796 (1971) (defining “graduated tax rate”).

Kuhn explained article 9, § 7’s meaning in two parts. First, § 7’s prohibition
“applies only to different rates of tax on different segments of taxable income of the
person being taxed.” 384 Mich at 388-389 (emphasis added). In other words, § 7
does not prohibit a different effective tax rate for different taxpayers, but different
marginal tax rates for different segments of the same taxpayer’s income. “Undoubt-
edly what the drafters and adopters of [§ 7] had in mind was the graduated scheme
of the Federal income tax in which rates increase as taxable income does.” Id. at
389. (AG Br in Support at 9 (showing the multi-bracket federal income-tax system

in existence in 1961, when the framers drafted and approved § 7).) Thus, in Kuhn,
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this Court held that the “designation of three types of taxpayers with different
applicable rates to each” does not violate article 9, § 7. 384 Mich at 389. This is
why no court has invalidated the Uniform City Income Tax Act, which likewise has
a low-income qualifier for an additional personal exemption. MCL 141.631(3). (The
AG brief in opposition is wrong when it argues, on page 2, that there “are no other
exemptions or deductions in Michigan for which is [sic] based on income.”)

Second, Kuhn held that § 7 “does not prohibit the exclusion or exemption
from the definition of taxable income of a portion of the taxed person’s receipts.”
384 Mich at 389. This holding is consistent with the ratifiers’ intent: “A flat rate
income tax is clearly permitted [under § 7] . . . [and t]he legislature could prescribe
reasonable exemptions for a flat tax rate.” (Const Convention 1961, Official Record,
Vol I, p 3399.) Accordingly, a “difference in exemptions or exclusions” among
different classes of taxpayers “does not violate art. 9, § 7,” either. Kuhn, 384 Mich
at 389.

Kuhn does not define the phrase “graduated tax base,” and there is no
common definition of the phrase. So the best evidence of the ratifiers’ intent is the
Address to the People and the Convention Comments. Both of those sources
demonstrate that the phrase “graduated tax base” prevents “piggyback” taxation,
where the state imposes a flat tax based on federal tax liability (e.g., 1.5% x federal

tax liability), thus incorporating the federal tax structure’s graduated-rate scheme.

(AG Br in Support at 10.)



Public Act 38 does not create a graduated tax rate or base. Under both the
pension-distribution exemption and the personal exemption, an individual taxpayer
pays only one rate—4.35%—on all non-exempted income. In other words, as under
current law, once taxable income is calculated, the only step remaining is to
multiply it by the state’s flat-tax rate. Taxable income is not divided into tiers and
subjected to base multipliers before this calculation, as it is in the federal tax
system.3 The ratifiers of the 1963 Constitution did not intend to prohibit the system
that Public Act 38 creates. (AG Br in Support at 33-39.)

Tellingly, the AARP and the various associations of retired public employees
do not even argue that Public Act 38 violates article 9, § 7. And the argument in the
AG brief in opposition is based on a flawed premise: that article 9, § 7 somehow
prohibits different taxpayers from paying different effective rates. (E.g., AG Brin
Opp at 2, 43, 44, 45 (arguing that different effective rates for different taxpayers
creates a graduated base).

That argument cannot be reconciled with Kuhn, nor with the Convention
Records, which state that a flat-rate income tax could “be imposed on income
computed for federal tax purposes.” (Const Convention 1961, Official Record, Vol I,
p 854.) Because federal adjusted gross income is determined only after calculation
of numerous income-based exemptions and deductions (such as the Social Security

exemption), § 7’s drafters could not have been concerned about income-based

3 To fully appreciate the difference, consider how a taxpayer with $50,000 in taxable
income would have calculated her taxes using the 1961 schedule reprinted at page 9
of the initial AG supporting brief: ($4,000 x .43) + ($4,000 x .47) + ($4,000 x .50) +
($4,000 x .53) + ($4,000 x .56) + ($6,000 x .59) = $13,500.

8



exemptions. Section 7 only prohibits: (1) multi-rate brackets for different segments
of a single taxpayer’s income, and (2) a flat-tax base that uses federal tax liability
(and thus its underlying graduated tax) as the starting point.

The argument advanced in the AG opposition brief cannot be reconciled with
existing tax practice. Under current law, taxpayers with the same adjusted gross
income can have different effective rates based on the amount of exemptions and
deductions for which they qualify. If article 9, § 7 prohibits different taxpayers from
paying different effective tax rates, even the most basic personal exemption
scheme—say a $1,000 exemption for each dependent—would be unconstitutional,
because it results in different effective rates for taxpayers with and without child-
ren. That is the exact opposite of the ratifiers’ intent. (AG Br in Support at 33-38.)

Finally, eligibility for Public Act 38’s tax exemptions does not depend on
income level. (Contra AG Br in Opp at 42 (“the Legislature has, for the first time,
unconstitutionally conditioned entitlement to a tax exemption or deduction on
income level”).) Eligibility turns on age and total household resources, neither of
which equals income. That reality is what makes it possible for a student to lose
the exemption while another person, with far greater wages, is eligible for the full

exemption. (AG Br in Support at 39.) Public Act 38 does not violate article 9, § 7.

IV. Public Act 38 passes equal-protection scrutiny.

The AARP amici brief does not argue that equal-protection principles
prohibit Public Act 38 from using date of birth to determine eligibility for a pension

exemption. That silence is with good reason; the Act easily satisfies minimal
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rational-basis review, because the Legislature drew lines rationally related to a
legitimate governmental interest: protecting retirees who, because of their age, will
have more difficulty absorbing the tax change.# (AG Br in Support at 40-42.) Public
Act 38’s opponents cannot satisfy their burden of proving that the Act’s tax classi-
fications are a “hostile and oppressive discrimination against particular persons and
classes.” San Antonio Indep School Dist v Rodriguez, 411 US 1, 41 (1973).

The AG opposition brief argues that strict scrutiny applies because public
pensioners have a “fundamental right” to a perpetual income-tax exemption. (AG
Br in Opp at 53-57.) But as explained in Section I, supra, and pages 18-27 of the
initial AG brief in support, there is no such right, much less a fundamental right.

Accordingly, rational basis applies, and Public Act 38 easily survives.

CONCLUSION AND RELIEF SOUGHT

Public Act 38 is constitutional in all respects. Accordingly, the Governor and
a majority of the members of the Legislature respectfully request that this Court
declare 2011 PA 38 valid. Even if the framers had written article 9, § 24 expressly
to protect tax provisions contained in a public-employee retirement act, the only act
that comes close to exempting pension-plan “distributions” from taxation is the one

applicable to Michigan judges, and the Court’s holding should be so limited.

4 The AG brief in opposition also argues that Public Act 38 violates equal protection
because it draws classifications based on marital status. (AG Br in Opp at 58.)
That is not accurate, because the Act does not differentiate between a married and
an unmarried taxpayer. The Act draws lines based on age of the taxpayer or the
taxpayer’s spouse. Either way, the issue is classification based on age. In any
event, classification based on marital status only receives strict scrutiny if a law
impacts the marriage relationship itself. There is no such claim here.
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